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Financial Highlights

For the year ended December 31

Income before taxes.......coooveivueerieerncninrecinecnecnecens
Net INCOME ..viiiiiiiiiinriienre e s
Operating INCOME ......oovvviiniiiiiisiniiineniiere e
Total eXPEnses .......ccvovvveueiveiiiiiiee e,
Net income per share ........ccccovvivniinicinicicn,
Cash dividends per share......cooceerivninicniccinien,
Book value per share ......c.ccooeniceiineininiinccene,

At year-end December 31

TOLA ASSEES 1reeeiriieeiieeeecei ettt et e e e e e erae s
Total deposits ....ccviirmerieeniiiiiice e
INEE LOANS ..ttt ettt st e sssireee e rveesssnnbees
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To Qur Shareholders

FNB Financial Corporation and its wholly owned
subsidiary, The First National Bank of McConnellsburg
are pleased to present our 2002 Annual Report. In spite
of the ongoing sensitivities of our national economic
environment, your organization performed well during
the 2002-operating year. The financial highlights page,
the consolidated financial statements, footnotes and
management’s discussion detail your organizations’
financial results. I am pleased to note that consolidated
net income reached another record level of $1,213,313,
a 20.71% increase over the prior year 2001. This
increase allowed your board to declare a total annual
dividend payment of $.74 per share, a 17.46% increase
over total dividends for the same annual period 2001.

Economic Environment

As discussed in last year’s annual report, the dramatic
drop in interest rates triggered by the Federal reserve
actions in 2001 continues to challenge your bank
management, as the Federal reserve continued to
maintain its low rate posture throughout the 2002
operating year. This low rate environment has pressured
our interest margins due to adjustable rate loans re-
pricing to lower interest rates, and fixed rate loans being
rewritten to lower interest rates. Obviously, the effect
has been to decrease our net interest income, but
through 2002, we were able to manage our interest
“expense with a result being a positive net interest
income. Should the low rate environment persist, we
can expect further shrinking of the net interest margin.

We also continue to remain alert to the longer-term
effects of a prolonged economic recession, and thus the
subsequent affect this recession may have on our loan
customer base. The prolonged recession has affected
jobs locally, which in turn has challenged a portion of
our customer bases ability to repay borrowings on a
timely basis. We are closely monitoring these events and
rest assured your organization is well equipped to
address any unexpected occurrences.

Board of Directors and Management

Following this year’s annual shareholder meeting, Paul
T. Ott will retire from the board of directors following
23 years of dedicated service to the shareholders of the
First National Bank and FNB Financial Corporation.

Paul has helped guide your organization to its current
success level, and we're sure you join our organization as
we express our gratitude, admiration and best wishes.
Although he is retiring from active duty on the board,
we are pleased to appoint him “Director Emeritus,” and
we will draw upon his wise council for many years in
the future.

Also, I am pleased to welcome Dale Fleck to the
management ranks of the First National Bank. Dale
joined the organization in March 2002, and brings to us
over 25 years of banking experience. Dale has assumed
the primary responsibility for overseeing our accounting
and technology operations, and he has performed
admirably during this transition year.

Diversification

An ongoing strategic initiative of your organization has
been to seek out opportunities, which result in the
diversification of your organizations’ income stream,
while at the same time complimenting our core banking
services. During this past year, the First National Bank
of McConnellsburg joined five other Pennsylvania
financial institutions in forming the Community
Bankers Insurance Agency (CBIA). Through this
agency, your organization can now offer our customers
and community individual and commercial property
and casualty insurance, homeowners insurance,
automobile insurance, life insurance, crop insurance and
various other insurance products. Early indications are
that CBIA will be well received by our customers and
should positively support your organization as we move
forward. We will be mailing additional information
related to CBIA in the near future.

Your continued support, comments and ideas are always
important, and always welcome. Please feel free to
contact us, at any time, to discuss your investment in

FNB Financial Corporation.

Sincerely,

President & Chief Executive Officer
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Offficers and Stafff

John C.Duffey....c.ccciniiiiiiiiiiic s President, Chief Executive Officer
Thomas H. DeShong........c.ococviiiiiiiiiiic s Vice President, Cashier
Dale M. FIECK oot e Vice President, Controller
Brenda J. GOrdon ..ottt Vice President, Compliance Officer
Margaret A. Kobel ... Vice President, Human Resources Officer, Branch Administrator
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Paul M. Johnston......ccoocvvivcinciniiiic Assistant Vice President, Retail Credit Manager
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Finance
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TELLERS -
Main Office
Mary R. Barnhart
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Stacey C. Fix*
Clyde E. Johnson*
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East End Express
Lisa A. Daniels
Cathy L. Gordon
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Winter D. Decker*

Ft. Loudon Office
Shirley C. Jones
Lorena F. Maun
Tracy J. Bard*

. H. SuzAnne Hockensmith Lesley J. Strait™ Hancock Community Bank
Connie L. Souders
Angela D. Smith Needmore Office Angela E. Hager, Branch
Human Resources Richard A. Strait Manager

Carol S. Wright

Lynn A. Waite

Bonnie M. Gordon
Shirley A. Harris
Eelice A. Gantz*

Bonnie L. Fields
Crystal L. Hensley
Dawn M. Lucier
Karla S. Swope*

*Part-time



Smith Elliott Kearns @5 Company LLC
Certified Public Accountants & Consulfants

[ndependent Auditor’s Report

Board of Directors
FNB Financial Corporation
McConnellsburg, Pennsylvania

We have audited the accompanying consolidated balance sheets of FNB Financial Corporation and its
wholly-owned subsidiary as of December 31, 2002 and 2001, and the related consolidated statements of income,
changes in stockholders’ equity, and cash flows for each of the three years ended December 31, 2002. These
consolidated financial statements are the responsibility of the Corporation’s management. Our responsibility is to
express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the consolidated financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the consolidated financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of FNB Financial Corporation and its wholly-owned subsidiary as of December 31, 2002 and
2001 and the results of their operations and their cash flows for each of the three years ended December 31, 2002 in
conformity with accounting principles generally accepted in the United States of America.

M EM K earmne @Cﬁnﬁf?, Léc.

Chambersburg, Pennsylvania

February 14, 2003
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Consolidated Balance Sheets

December 31, 2002 and 2001

ASSETS

Cash and due from banks..........ccoooiiiiiiiciiin
Federal funds sold..........ccoooviiniiiiiii
Interest-bearing deposits with banks.......cocoooiiiiiiiiii

Investment securities:

AVAILable fOr Sale c..vvvviiiieeeii e

Held to maturity (fair value $ 692,188 - 2002;

$ 1,088,460 - 2001) .ceevrvirierereniiririeiieeeieniecte ettt

Federal Reserve, Atlantic Central Banker’s

Bank and Federal Home Loan Bank stock .......eoovevivceeieeeeeciiieenn,
Loans, net of unearned discount and allowance for loan losses...............
Bank building, equipment, furniture and fixtures, net......cccocececviviinnnnes
Accrued interest and dividends receivable..........ooovveiviviiiniiicireeeiee,
Deferred INCOME TAXES ...vvvvieveiiivirrreeitieessecetreesreeessirssssstreeeisneesaerresssnsens
Other real estate OWNEd........coverieeiiiieiicerei e
Cash surrender value of life Insurance ......ooovvveivviiiciieiieeeeeeeec e
ORET ASSELS c.vviiiiireiiiitieseseeeeeetreessteees e stbesesbesaesssbesosasesessseeessaaressenseeen

TOAL DSSEES .evevvveiieeerreeerreerrereireesieesreeereessveesreenterenseeenneeens

LIABILITIES
Deposits:

Demand deposits ........ccouverinrieuieriiniiice e
Savings depoSits ....ccovvvviiriiiiiiitc
Time Certificates. .. .c.covirreueririceninnniiiiie e
Other time deposits .....ccovveriieericinriiine e
Total dePoSIts ..o.ovvriviriririiiiiriesct e

Liability for borrowed funds........ccooeeviniiiininiinc e,
Accrued dividends payable .......c..cocoieviieiiniiiii e
Accrued interest payable and other liabilities............ocoooveiiniinnnnan,

Total BHabilities ....overeriiiici e

STOCKHOLDERS' EQUITY
Capital stock, common, par value $ .315; 12,000,000 shares

authorized; 800,000 shares issued and outstanding...........c.cccovvenvnnnne.
Additional paid-in capital.....cc..cccoiiviiiieiiiiinc
Retained earnings ........cccooeviviiviniicniiiniiiie e
Accumulated other comprehensive income........covviiieiiiicinenn,
Total stockholders’ equity .....ccooveieieieenieiniiiniiniiee e

Total liabilities and stockholders’ equity ......cocovvevrvierrnnennee.

The Notes to Consolidated Financial Statements are an integral part of these statements.
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2002

2001

$ 3,650,351

$ 5,400,929

0 6,000,000

968,266 2,572,574
20,583,684 19,554,290
692,839 1,114,764
666,000 833,700
100,526,867 90,167,678
2,723,375 2,914,416
658,856 619,464
51,703 160,529
66,512 103,568
2,405,020 2,313,129
371,932 405,475
$133,365,405 $132,160,516

$ 13,930,687

$ 13,343,930

30,520,623 32,659,787
65,934,931 65,647,473
306,118 311,190
110,692,359 111,962,380
7,232,659 5,403,458
264,000 216,000
999,564 1,190,681
119,188,582 118,772,519
252,000 252,000
1,789,833 1,789,833
11,746,170 11,124,857
388,820 221,307
14,176,823 13,387,997
$133,365,405 $132,160,516

W FINANCIAL
LORPORATION




Conscolidated Statements of Income

Years Ended December 31, 2002, 2001, and 2000

2002

INTEREST AND DIVIDEND INCOME

Interest and fees on 10ans .....ooovvveeeviveciieeeeceeee e
Interest on investment securities:

$ 7,292,537

Obligations of other U. S. Government agencies ..... 509,073
Obligations of States and political subdivisions........ 402,302
Dividends on equity securities........oouvvevvvrerrniniennees 25,519
Interest on deposits with banks ..o 54,609
Interest on federal funds sold .vvveevveeeirireeeiiiereereeee, 68,424
8,352,464
INTEREST EXPENSE
Interest on borrowed funds ...coovvveeeoiieeeieeeiieeeceeene 335,318
Interest on deposits .....eceveveereeerreneniniencereseneeeen 3,388,181
Net interest iNCOME.....c..eceriiirirererieereeccereeaene 4,628,965
Provision for Loan Losses......cooovirecenieciininiiec e 142,000
Net interest income after provision
for [oam LOSSES ......voeeeeeeerreeeeeeeeeseeecreeeseeeeresesrees 4,486,965
OTHER INCOME
Service charges on deposit accounts ........ccoceevviiciinnan 200,470
Other service charges, collection and
exchange charges, commissions and fees................... 305,406
Other INCOME, NMEC..uuineeiieieeeieeeeeireereeeeeeeeeereeeeresaesrees 143,217
Securities gains (108ses) ......ccovvriviriciriiiiiniicicen 44,776
693,869
OTHER EXPENSES
Salaries and wages ........ccoeveevinerciei e 1,428,559
Pensions and other employee benefits .......ccccvcevnenen. 378,011
Net occupancy expense of bank premises .........cccoeuee.. 250,214
Furniture and equipment expenses.........cccoceevrrecneunn. 257,403
Other operating eXpenses ........coeeeevrevereerecirncenresennrenens 1,179,918
3,494,105
Income before InCOMe taxes .oovevvevreeeeeeieereeeeerereenennn. 1,686,729
Applicable income taxes .........ocooevveerrivieiccciiennecne 473,416
NEt IMCOMIE .vvvvvieiiieeiiiieee i trree st csbeeeesaes $1,213,313
Earnings per share of common stock:
Net ImCOME ...o.veivriieieriiiriieeiie e $ 1.52
Weighted average shares outstanding.........c..ccoeune.. 800,000

The Notes to Consolidated Financial Statements are an integral part of these statements.
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2001

2000

$ 7,140,997

$ 6,902,812

845,914 1,296,141
416,998 421,345
59,123 61,901
39,117 49,664
265,496 22,725
8,767,645 8,754,588
333,299 455,828
4,343,347 4,240,673
4,090,999 4,058,087
144,000 231,319
3,946,999 3,826,768
217,431 181,902
366,337 283,232
137,375 159,272
17,986 ( 474)
739,129 623,932
1,432,292 1,341,280
363,253 355,250
256,186 252,023
284,372 269,592
1,089,383 1,048,825
3,425,486 3,266,970
1,260,642 1,183,730
255,511 229,149
$1,005,131 $ 954,581
$ 1.26 $ 1.19
800,000 800,000
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Consolidated Statements of Changes
in Stockholders’ Equity

Years Ended December 31, 2002, 2001, and 2000

CORPORNTION

Accumulated
Additonal Other Total
Common Paid-In Retained ~ Comprehensive Stockhoiders’
Stock Capital Earnings Income (Loss) Equity
BALANCE, DECEMBER 31, 1999.............. $252,000 $1,789,833 $10,125,145 ($966,241) $11,200,737
Comprehensive income:
NEt INCOME .ottt 0 0 954,581 0 954,581
Changes in unrealized gain on securities
available for sale, net of taxes of $437,213 .. 0 0 0 848,709 848,709
Total comprehensive income.......cccooovviiininnn, 1,803,290
Cash dividends declared on common stock
($ .57 per share) c...coovevrecnrcncnciinecne, 0 0 ( 456,000) 0 (456,000

BALANCE, DECEMBER 31, 2000 $252,000

Comprebensive income:

INEE INCOIMIE vvvivveii e eeeeeeieevreaeee s e s eaebanas 0
Changes in unrealized gain on securities
available for sale, net of taxes of $174,553 .. 0

Total comprehensive income.........cccoeevriennnne
Cash dividends declared on common stock

($ .63 per share) ..o 0

$1,789,833 $10,623,726 ($117,532) $12,548,027

0 1,005,131 0 1,005,131

0 0 338,839 338,839
1,343,970

0 ( 504,000) 0 (_ 504,000)

BALANCE, DECEMBER 31, 2001 $252,000

Comprehensive income:

Net INCOME ...coviiiriiieiiicieir 0
Changes in unrealized gain on securities
available for sale, net of taxes of $86,293 .... 0

Total comprehensive income.......ccccoeveerennnnn
Cash dividends declared on common stock

($ .74 per share) ...ocoovriviiiiiis 0

$1,789,833 $11,124,857 $221,307 $13,387,997

0 1,213,313 0 1,213,313
0 0 167,513 167,513

1,380,826
0( 592,000) 0 (_592,000)

BALANCE, DECEMBER 31, 2002 $252,000

$1,789,833 $11,746,170 _$388,820 $14,176,823

The Notes to Consolidated Financial Statements are an integral part of these statements.
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Consolidated Statements of Cash Flows
Years Ended December 31, 2002, 2001, and 2000
2002
Cash flows from operating activities:
INEE INCOMIC 1vveeetieiteeeereee e et e et e e e e e e s e eaen et ee e $ 1,213,313
Adjustments to reconcile net income to net
cash provided by operating activities:

2001

$ 1,005,131

Depreciation and amortization..........c.cocccevriiinneee. 260,581 300,331
Provision for 1oan loSSes .....vecvuvvevvivreeiiniveniiienreriennns 142,000 144,000
Deferred InCOME taXes.....covvvivreevirereesiieereiiveeeenenns 22,532 ( 43,758)
(Gain) loss on sale of other real estate ........oc.......... ( 15,673) 19,038
Increase in cash surrender value of life insurance...... ( 91,891) ( 103,214)
(Gain) loss on sales/maturities of investments .......... ( 44,776) ( 17,986)
(Gain) loss on disposal of equipment ........c.ccccuuevn. 0 0
(Increase) decrease in accrued interest receivable ...... ( 39,392) 169,929
Increase (decrease) in accrued interest
payable and other liabilities...........cccovveiienan. ( 191,117) 113,862
(Increase) decrease in other assets........ccoovevvvreveennen.n. 33,543 ( 43,445)
Net cash provided by operating activities ...........cccoueunneee.. $ 1,289,120 $ 1,543,888
Cash flows from investing activities
Net (increase) decrease in interest bearing
deposits with banks.......ccooccerreiieeiicnieeire 1,604,308 ( 1,794,028)
Maturities of held-to-maturity securities..........cccoceinnain. 421,925 93,071
Proceeds from sales of available-for-sale securities............ 942,253 38,720
Maturities of available-for-sale securities......oocvvvrvvvreennnn. 3,840,642 10,107,008
Purchases of available-for-sale securities ........ccoeveveeeennn... { 5,513,706) ( 2,400,118)
Proceeds from sales of other real estate owned ................ 119,241 46,047
Net (increase) in loans .......ccoveeveeveeviveisieis s (10,567,701) ( 7,199,505)
Sale (purchase) of other bank stock........cecvvriciriecniinenne. 167,700 0
Purchases of bank premises and equipment, net............. ( 69,540) ( 131,082)
Proceeds from sale of equipment ......cccoceeevececricnreennnn, 0 0
Net cash (used) by investing activities .........oeoeviverrrerrenn. ($9,054,878) ($ 1,239,887)
Cash flows from financing activities:
Net increase (decrease) in deposits .....c.cccevvieerireececnnnne { 1,270,021) 8,329,892
Cash dividends paid........cccccooeiiriininiiniiciine ( 544,000) (  480,000)
Net short-term borrowings ........cccoveiniiiicviiiciicnnne, 1,835,000 0
Proceeds from long-term borrowings .........cccceeiviiinnanee 0 0
Principal payments on long-term borrowings ................. ( 5,799) ( 773,443)
Net cash provided by financing activities ............ccovueneee. $ 15,180 $ 7,076,449
Net increase (decrease) in cash and cash equivalents.............. ($ 7,750,578) $ 7,380,450
Cash and cash equivalents, beginning balance....................... 11,400,929 4,020,479
Cash and cash equivalents, ending balance ..........cc.ccc....... $3,650,351 $11,400,929

Supplemental disclosure of cash flows information:
Cash paid during the year for:
B3NS () AR RO $ 3,874,078
T11COITIE TAXES eveveeeeereereeeseereeesereeseresetineessessesseseeeeesas 321,247

Supplemental schedule of noncash investing and financing activities:
Unrealized gain on securities
available-for-sale, net of income tax effect................... $
Other real estate acquired in settlement of loans.............

167,513
66,512

The Notes to Consolidated Financial Statements are an integral part of these statements.
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$ 4,766,560
345,860

$ 338,839
0

2000

$ 954,581

288,168
231,319

( 52,037)
805

(  102,811)
474

( 865)
( 102,134)

215,305
(84,490
$1,348,315

( 55,453)
461,877
0
2,742,252
( 140,076)
274,087
( 7,480,801)
( 152,500)
( 222,058)
1,206

($4,571,466)

4,302,552
( 436,000)
( 2,933,000)
12,250,000
{ 9,505,095)
$3,678,457
$ 455,306

3,565,173
94,020,479

$4,610,819
167,419

$ 848,709
274,389
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Notes to Consolidated Fimancial Statements

Neote 1. Significant Accounting Policies

Nature of Operations

FNB Financial Corporation’s primary activity consists
of owning and supervising its subsidiary, The First
National Bank of McConnellsburg, which is engaged in
providing banking and bank related services in South
Central Pennsylvania, and Northwestern Maryland. Its
five offices are located in McConnellsburg (2), Fort

Loudon and Needmore, Pennsylvania, and Hancock,
Maryland.

Principles of Consolidation

The consolidated financial statements include the
accounts of the Corporation and its wholly-owned
subsidiary, The First National Bank of McConnellsburg.
All significant intercompany transactions and accounts
have been eliminated.

First Fulton County Community Development
Corporation (FFCCDC) was formed as a wholly-owned
subsidiary of The First National Bank of
McConnellsburg. The purpose of FFCCDC is to serve
the needs of low-to-moderate income individuals and
small businesses in Fulton County under the
Community Development and Regulatory
Improvement Act of 1995.

Basis of Accounting
The Corporation uses the accrual basis of accounting.

Use of Estimates

The preparation of financial statements in conformity
with generally accepted accounting principles requires
management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of
revenues and expenses during the reporting period.
Actual results could differ from those estimates.

Material estimates that are particularly susceptible to
significant change relate to the determination of the
allowance for losses on loans and the valuation of real
estate acquired in connection with foreclosures or in
satisfaction of loans. In connection with the
determination of the allowances for losses on loans and
foreclosed real estate, management obtains independent
appraisals for significant properties.

While management uses available information to
recognize losses on loans and foreclosed real estate,
future additions to the allowances may be necessary
based on changes in local economic conditions. In
addition, regulatory agencies, as an integral part of their
examination process, periodically review the
Corporation’s allowance for losses on loans and
foreclosed real estate. Such agencies may require the
Corporation to recognize additions to the allowance
based on their judgments about information available to
them at the time of their examination. Because of these
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factors, management’s estimate of credit losses inherent
in the loan portfolio and the related allowance may
change in the near term.

Cash Flows

For purposes of the statements of cash flows, the
Corporation has defined cash and cash equivalents as
those amounts included in the balance sheet captions
“Cash and Due From Banks” and “Federal Funds Sold.”
As permitted by Statement of Financial Accounting
Standards No. 104, the Corporation has elected to
present the net increase or decrease in deposits in banks,
loans and deposits in the Statements of Cash Flows.

Investment Securities
The Corporation’s investments in securities are classified
in three categories and accounted for as follows:

o Trading Securities. Securities held principally for
resale in the near term are classified as trading
securities and recorded art their fair values. Unrealized
gains and losses on trading securities are included in
other income.

° Securities to be Held to Maturity. Bonds and notes
for which the Corporation has the positive intent and
ability to hold to maturity are reported at cost,
adjusted for amortization of premiums and accretion
of discounts which are recognized in interest income
using the interest method over the period to maturity.

o Securities Available for Sale. Securities available for
sale consist of equity securities, and bonds and notes
not classified as trading securities nor as securities to
be held to marturity. These are securities that
management intends to use as a part of its asset and
liability management strategy and may be sold in
response to changes in interest rates, resultant
prepayment risk and other related factors. Unrealized
holding gains and losses, net of tax, on securities
available for sale are reported as a net amount in other
comprehensive income until realized. Gains and losses
on the sale of securities available for sale are
determined using the specific-identification method.

Fair values for investment securities are based on quoted
market prices.

The Corporation had no trading securities in 2002 or
2001.

Federal Reserve Bank, Atlantic Central Banker’s Bank,
and Federal Home Loan Bank Stock

These investments are carried at cost. The Corporation
is required to maintain minimum investment balances
in these stocks, which are not actively traded and
therefore have no readily determinable market value.

Other Real Estate Owned

Real estate properties acquired through, or in lieu of,
loan foreclosure are to be sold and are initially recorded
at the lower of carrying value or fair value of the
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underlying collateral less estimated cost to sell. After
foreclosure, valuations are periodically performed by
management and the real estate is carried at the lower of
carrying amount or fair value less estimated cost to sell.
Legal fees and other costs related to foreclosure
proceedings are expensed as they are incurred.

Loans and Allowance for Possible Loan Losses

Loans are stated at the amount of unpaid principal,
reduced by unearned discount, deferred loan origination
fees, and an allowance for loan losses. Unearned
discount on installment loans is recognized as income
over the terms of the loans by the interest method.
Interest on other loans is calculated by using the simple
interest method on daily balances of the principal
amount outstanding. Amortization of premiums and
accretion of discounts on acquired loans are recognized
in interest income using the interest method over the
period to maturity. The allowance for loan losses is
established through a provision for loan losses charged
to expense. Loans are charged against the allowance for
loan losses when management believes that the
collectibility of the principal is unlikely. The allowance
is an amount that management believes will be adequate
to absorb possible losses on existing loans that may
become uncollectible, based on evaluations of the
collectibility of loans and prior loan loss experience.
The evaluations take into consideration such factors as
changes in the nature and volume of the loan portfolio,
overall portfolio quality, review of specific problem
loans, and current economic conditions that may affect
the borrowers’ ability to pay. Loan origination fees and
certain direct loan origination costs are being deferred
and the net amount amortized as an adjustment of the
related loan’s yield. The Corporation is amortizing
these amounts over the contractual life of the related
loans.

Nonaccrual/fmpaired Loans

The accrual of interest income on loans ceases when
principal or interest is past due 90 days or more and
collateral is inadequate to cover principal and interest or
immediately if, in the opinion of management, full
collection is unlikely. Interest accrued but not collected
as of the date of placement on nonaccrual status is
reversed and charged against current income unless fully
collateralized. Subsequent payments received either are
applied to the outstanding principal balance or recorded
as interest income, depending on management’s
assessment of the ultimate collectibility of principal.

A loan is considered impaired when, based on current
information and events, it is probable that scheduled
collections of principal or interest will not be made
according to the contractual terms of the loan
agreement. Impairment is measured on a loan-by-loan
basis (except for consumer loans, which are collectively
evaluated) by either the present value of expected future
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cash flows discounted at the loan’s effective interest rate,
the loan’s obtainable market price, or the fair value of
the underlying collateral.

Interest income generally is not recognized on specific
impaired loans unless the likelihood of further loss is
remote. Interest payments received on such loans are
applied as a reduction of the loan principal balance.
Interest income on other impaired loans is recognized
only to the extent of interest payments received.

Bank Building, Equipment, Furniture and Fixtures and
Depreciation

Bank building, equipment, furniture and fixtures are
carried at cost less accumulated depreciation.
Expenditures for replacements are capitalized and the
replaced items are retired. Maintenance and repairs are
charged to operations as incurred. Depreciation is
computed based on straight-line and accelerated
methods over the estimated useful lives of the related
assets as follows:

Years
Bank building.......ccccccceimiimniiiceeece 15-40
Equipment, furniture and fixtures......cc.couvevvmnccucncccnnnnen, 3-20
Land IMpProvements........covov i 10-20
Leasehold improvements .........occvvivienncniienicnnccnens 7-20

Earnings Per Share

Earnings per common share were computed based upon
weighted average shares of common stock outstanding
of 800,000 for 2002, 2001, and 2000 after giving
retroactive recognition to a two-for-one stock split
issued September 1, 2000.

Intangibles
Identifiable intangible assets are amortized on a straight-
line basis over fifteen years.

Federal Income Taxes

As a result of certain timing differences between
financial statement and federal income tax reporting,
deferred income taxes are provided in the financial
statements. See Note 7 for further details.

Advertising

The Corporation follows the policy of charging costs of
advertising to expense as incurred. Advertising expense
was $ 52,267, $ 80,238, and $ 98,561 for 2002, 2001,
and 2000, respectively.

Fair Values of Financial Instruments

Generally accepted accounting principles requires
disclosure of fair value information abourt financial
instruments, whether or not recognized in the balance
sheet. In cases where quoted market prices are not
available, fair values are based on estimates using
present value or other valuation techniques. Those
techniques are significantly affected by the assumptions
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used, including the discount rate and estimates of future
cash flows. In that regard, the derived fair value
estimates cannot be substantiated by comparison to
independent markets and, in many cases, could not be
realized in immediate settlement of the instruments.
Certain financial instruments and all nonfinancial
instruments are excluded from its disclosure require-
ments. Accordingly, the aggregate fair value amounts
presented do not represent the underlying value of the
Corporation.

The following methods and assumptions were used by
the Corporation in estimating fair values of financial
instruments as disclosed herein:

o Cash and Short-Term Instruments. The carrying
amounts of cash and short-term inscruments
approximate their fair value.

o Securities to be Held to Maturity and Securities
Available for Sale. Fair values for investment

securities are based on quoted market prices.

° Loans Receivable. For variable-rate loans that reprice
frequently and have no significant change in credit
risk, fair values are based on carrying values. Fair
values for fixed rate loans are estimated using
discounted cash flow analyses, using interest rates
currently being offered for loans with similar terms to
borrowers of similar credit quality. Fair values for
impaired loans are estimated using discounted cash
flow analyses or underlying collateral values, where
applicable.

° Deposit Liabilities. The fair values disclosed for
demand deposits are, by definition, equal to the
amount payable on demand at the reporting date
(that is, their carrying amounts). The carrying
amounts of variable-rate certificates of deposit, and
fixed-term money market accounts approximate their
fair values at the reporting date. Fair values for fixed-
rate certificates of deposit and IRAs are estimated
using a discounted cash flow calculation that applies
interest rates currently being offered to a schedule of
aggregated expected monthly maturities on time
deposits.

° Short-Term Borrowings. The carrying amounts of
federal funds purchased, borrowings under repurchase
agreements, and other short-term borrowings
maturing within 90 days approximate their fair
values. Fair values of other short-term borrowings are
estimated using discounted cash flow analyses based
on the Corporation’s current incremental borrowing
rates for similar types of borrowing arrangements.
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o Long-Term Borrowings. The fair value of the
Corporation’s long-term debt is estimated using a
discounted cash flow analysis based on the
Corporation’s current incremental borrowing rate for
similar types of borrowing arrangements.

o Accrued Interest. The carrying amounts of accrued
interest approximate their fair values.

° Off-Balance-Sheet Instruments. The Corporation
generally does not charge commitment fees. Fees for
standby letters of credit and other off-balance-sheet
instruments are not significant.

Comprebensive Income

Under generally accepted accounting principles,
comprehensive income is defined as the change in
equity from transactions and other events from
nonowner sources. It includes all changes in equity
except those resulting from investments by stockholders
and distributions to stockholders. Comprehensive
income includes net income and certain elements of
“other comprehensive income” such as foreign currency
transactions; accounting for futures contracts; employers
accounting for pensions; and accounting for certain
investments in debt and equity securities.

The Corporation has elected to report its
comprehensive income in the statement of stockholders’
equity. The only element of “other comprehensive
income” that the Corporation has is the unrealized gain
or loss on available for sale securities.

The components of the change in net unrealized gains
(losses) on securities were as follows:

2002 2001 2000
Gross unrealized holding gains {losses)
arising during the year .........oovevvene. $298,582  $531,378 $1,285,448
Reclasstfication adjustment for (gain)/
losses realized in net income................ ( 44,776) ( 17,986) 474

Net unrealized holding gains (losses)
before taxes 253,806 513,392 1,285,922
Tax effect...... ( 86,293) (174,553)( 437,213)

Net change....c.ccooveccrnnvnercrimcncnen. $167,513  $338,839 $§ 848,709




Notes to Consolidated Financial Statements

Note 2. Investment Securities
The amortized cost and fair values of investment
securities available for sale at December 31 were:

Gross Gross
Amortized  Unrealized Unrealized Fair
Cost Gains Losses Value
2002
Obligations of other U.S.
Government agencies........... $5597,609 $170358 $ 0 § 5,767,967
Obligations of states and
olitical subdivisions............ 8,315,356 368,502 0 8,683,858
M}c))rt ge-backed securities ... 5,472,039 51,219 0 5523258
SBA Ezan Pool certificates...... 509,858 3,175 (1,278 511,755
Equities in local bank stock..... 99,701 8,645 (11,500 96,846
Totals $19,994,563  $601,899  (§ 12,778) $20,583,684
2001
Obligations of other U.S.
Government agencies.......... $7,838,868 $214912 (§ 2,034) $ 8,051,746
Obligations of states and
olitical subdivisions............ 9,844,481 165,522 ( 52,136) 9,957,867
ortgage-backed securities ..... 693,173 3,509 539) 696,143
SBA Loan Pool certificates....... 663,184 2,706 ( 2356) 663,532
Equities in local bank stock..... 179,271 18,231 ( 12,500) 185,002
Totals $19,218,977  $404,878 ($ 69,565) $19,554,290
The amortized cost and fair values of investment
securities held to maturity at December 31 were:
Gross Gross
Amortized  Unrealized Unrealized Fair
Cost Gains Losses Value
2002
SBA loan pool certificates .......... $ 427220 % 1,857 (% 3,221) $§ 425,85
Obligations of other U.S.
EOVETNMENE AZENCIES ovvvrerevvensae 265,619 713 0 266,332
Totals $ 692,839 $2570 (53,221} $ 692,188
2001
SBA loan pool certificates .......... $ 551,033  § 2,255 ($ 3111) § 550,177
Obligations of other U.S.
ZOVENMENt agencies......rmnn... 563,731 0 { 25,448) 538,283
Totals $1,114,764  § 2,255 ($28,559) $1,088,460

The amortized cost and fair values of investment
securities available for sale and held to maturity at
December 31, 2002 by contractual maturity, are shown
below. Contractual maturities will differ from expected
maturities because borrowers may have the right to call
or repay obligations with or without call or repayment
penalties.
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Securities Available-for-Sale

Amortized Cost Fair Value

Due in one year or less......c...oucencrivninnienee $ 4,394,896 $ 4,470,546
Due after one year through five years.. 7,377,542 7,753,008
Due after five years through ten years . " 1,671,345 1,750,234
Due after ten Years .....cooevorcrrrmreronnieeriennies 469,182 478,037
13,912,965 14,451,825

Mortgage-backed securities ..........conevecurcrins 5,472,039 5,523,258
SBA loan pool certificates..... 509,858 511,755
Equities in local bank stock 99,701 96,846
Totals $19,994,563 $20,583,684

Securities Held-to-Maturity

Amortized Cost  Fair Value

Due in one year of 1ess.......c..coeeerenercciinrenn $ 0 $ 0
Due after one year through five years.. 0 0
Due after five years through ten years. . 0 0
Due after ten years .....coocoeurevrececcmernrierenrone 265,619 266,332
265,619 266,332

Mortgage-backed securities 0 0
SBA loan pool certificates..... 427,220 425,856
Equities in local bank stock 0 0
Totals $ 692,839 $ 692,188

Proceeds from sales of investment securities available for
sale during 2002 were $ 942,253. Gross losses on these
sales were $ 3,156 and gross gains were $ 47,932.
Related taxes were $ 15,224.

Proceeds from sales of investment securities available for
sale during 2001 were $ 38,720. Gross losses on these
sales were $ 0 and gross gains were $ 7,843. Related
taxes were $ 2,667.

There were no sales of investment securities available for
sale during 2000.

There were no sales of investment securities held-to-
maturity in 2002, 2001, or 2000.

Investment securities carried at $ 4,459,332 and
$5,828,486 at December 31, 2002 and 2001,
respectively, were pledged to secure public funds and for
other purposes as required or permitted by law.

Note 3. Loans
Loans consist of the following at December 31:
2002 2001
(000 omitted)
Real estate loans:
Construction and land development $ 3,679 $ 3,946
Secured by farmland........c.covevevcncerrnnens . 4,453 5,216
Secured by 1-4 family residential properties ..... 52,668 43,945
Secured by multi-family residential prolperties . 1,781 538
Secured by nonfarmland nonresidential properties 15,537 14,360
Loans to farmers (except loans secured
primarily by real estate) ......cocoroirniericcririnnn. 3,237 3,314
Commercial, industrial and state and
political subdivision loans......c.c.covecreniiiiinnee 10,690 10,392
Loans to individuals for household, family,
or other personal expenditures......ovccvciinnes 7,457 7,848
All other loans..........ccccccnrennane 2,099 1,812
Total loans......ccovercnrinnnne. 101,601 91,371
Less: Unearned discount on loans... . 146 321
Allowance for loan losses.......cocceverrncncee 928 882
Net Loans ......cccoceeviinnrccenniccnee $100,527 $90,168
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The following table shows maturities and sensitivities of
loans to changes in interest rates based upon contractual
maturities and terms as of December 31, 2002.

Due Over
Due 1But Due Non-
Within Within  Over accruing
1Year 5 Years 5 Years Loans Total

(000 omitted)

Loans at pre-determined
interest raes....
Loans at floating
adjustable interest rates ....

$ 1,700 $10,154 $28,744 $ 149 $40,747

. 13205 2,775 44,088 786 60,854
..$14,905 $12,929 $72,832 § 935 $101,601

(1) These amounts have not been reduced by the allowance for possible loan losses or unearned
discount.

The Corporation has granted loans to its officers and
directors, and to their associates. Related party loans are
made on substantially the same terms, including interest
rates and collateral, as those prevailing at the time for
comparable transactions with unrelated persons and do
not involve more than normal risk of collectibility. The
aggregate dollar amount of these loans was $ 1,121,995
and $ 1,139,616 at December 31, 2002 and 2001,
respectively. During 2002, $ 1,083,329 of new loans
were made and repayments totaled $ 1,100,950.
During 2001, $ 2,362,817 of new loans were made and
repayments totaled $ 2,835,935.

Outstanding loans to Corporate employees totaled
$1,326,593 and $ 1,289,035 at December 31, 2002
and 2001, respectively.

Note 4. Allowance for Loan Losses
Activity in the allowance for loan losses is summarized
as follows:

2002 2001 2000
(000 omitted)
Allowance for loan losses,
beginning of the year.......c.cooooonvviniinnn, $ 882 $811  $746
Loans charged-off during the year:
Real estate MOItgages . .......ccooivvecevncivnnninnes 39 18 89
Installment loans .......occecvenccnn. 88 90 90
Commercial and all other loans 0 1 24
Tortal charge-offs 127 109 203
Recoveries of loans previously charged-off:
Real estate mortgages 9 18 12
Installment loans .......ccccrnvuenne 22 18 24
Commercial and all other loans 0 0 1
Total recoveries ... 31 36 37
Net loans charged-off (recovered) 96 73 166
Provision for loan losses charged w0 operatlons 142 144 231
Allowance for loan losses, end of the year..... $928 $882 $8l11
Ratio of net charge-offs to average loans....... 0.10%  0.08% 0.20%
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A breakdown of the allowance for loan losses as of
December 31 is as follows:

2002 2001
Percent Percent
of Loans of Loans
Allowance in Each Allowance in Each
(000 omitted) Amount Category Amount Category
Commercial, industrial
and agriculture loans........... $645 21.71% $644  25.03%
1-4 family residential
MOITZAZES c.vvvireecererensseranes 179  68.88% 131 64.40%
Consumer and
installment loans .........c.cc.... 55 9.41% 58  10.57%
Unallocated 49 N/A 49 N/A
Total $928 100.00% $882 100.00%

Impairment of loans having a recorded investment of
$803,043, $ 859,974 and $ 1,228,633 at December 31,
2002, 2001, and 2000 respectively, was recognized in
conformity with generally accepted accounting
principles. The average recorded investment in
impaired loans was $ 828,615, $ 1,019,975, and
$1,272,272 during 2002, 2001, and 2000, respectively.
The total allowance for loan losses related to these loans
was $ 241,000 at December 31, 2002 and $ 120,000 at
both December 31, 2001 and 2000. Interest income
on impaired loans of $ 77,330, $ 85,042, and $118,811
was recognized for cash payments received in 2002,
2001, and 2000, respectively.

Note 5. Nonaccrual, Past Due and Restructured
Loans

The following table shows the principal balances of
nonaccrual loans as of December 31:

2002 2001 2000
$ 934,673 $§491,659 §$ 323,337

Nonaccrual loans

Interest income that would have been
accrued at original contract rates ...........
Amount recognized as interest
IACOME .oviiieiee et serene e emniesee s

$ 85292 $ 43,486 $ 31,633

56,361
$ 28931 §

28,545
14,923 $

22,933
8,700

Loans 90 days or more past due (still accruing interest)
were as follows at December 31:

2002 2001 2000
(000 omitted)
Real estate mOrtgages.....c.ovvvmreuriareesnian. $ 91 $228 $ 30
Installment loans .......... 47 45 112
Commercial and industrial ..........cc.cov..... 53 0 41
Total ..o $191 $273 $183
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Note 6. Bank Building, Equipment, Furniture and
Fixtures

Bank building, equipment, furniture and fixtures
consisted of the following at December 31:

Accumulated Depreciated

Description Cost  Depreciation ~ Cost
2002

Land .o $ 231,635 $ 0§ 231,635

Bank building and improvements. . 3287975 1,311,784 1,976,191

Equipmene, tgumiture and fixtures 2,464,010 1,992,824 471,186

Leasehold improvements........c.c.ucovwn. 64,028 19,665 44,363

$6,047,648 $3,324,273 $2,723,375

2001
Land oo e $ 231,635 § 0§ 231,635
Bank building and improvements. . 3,282,293 1,220,619 2,061,674
Equipment, furniture and fixtures 2,419,952 1,847,084 572,868
Leaschold improvements............... . 64,028 15,789 48,239

$5,997,908 $3,083,492 $2,914,416

Depreciation expense amounted to $ 260,581,
$285,683, and $ 271,803 for 2002, 2001, and 2000,
respectively.

Note 7. Income Taxes
The components of federal income tax expense are
summarized as follows:

2002 - 2001 2000
$450,884 $299,269 $281,186

Current VAT PIOVISION .ovvvvivvvvnis et
Deferred income taxes resulting from:
Differences between financial
statement and tax depreciation charges..

Differences between financial

48,049 ( 4,793) ( 14,708)

statement and tax loan los.;lprovision v (O 15,129) ( 24,758) ( 18,868)
Differences between financial statement

and tax retirement benefit expense ........ ( 10,388) ( 14,207) ( 18,461)

Applicable income tax ........... $473,416 $255,511 $229,149

Federal income taxes were computed after adjusting
pretax accounting income for nontaxable income in the
amount of $ 537,475, $ 578,139, and $ 570,394 for
2002, 2001, and 2000, respectively.

A reconciliation of the effective applicable income tax
rate to the federal statutory rate is as follows:

‘ 2002 2001 2000
Federal income tax rate........ccoorrevrueunnnae 34.0% 34.0% 34.0%
Reduction resulting from:

Nontaxable income.....cccoovevriverrririnnnns 5.9 13.7 14.6
Effective income tax rate ...... 28.1% 20.3% 19.4%

Deferred income taxes at December 31 are as follows:

2002 2001

$321,989  $296,472
( 270,286) ( 135,943)

$ 51,703 $166,529

Deferred tax assets.....cooouverrereicereecrsinninnns
Deferred tax labilities......cccoiviverericrivninnns
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The tax effects of each type of significant item that gives
rise to deferred taxes are:

2002 2001
Net unrealized (gains) losses on
securities available for sale .......coovveunen. ($200,301) ($114,007)
Depreciation expense........ ( 69,985) ( 21,936)
Retirement benefit reserve 71,082 60,694
Allowance for loan losses ..........ccoovvrerennn 250,907 235,778
$ 51,703 $160,529

The Corporation has not recorded a valuation
allowance for the deferred tax assets as management
feels that it is more likely than not that they will be
ultimately realized.

Note 8. Employee Benefit Plans

The Corporation has a 401-K plan which covers all
employees who have attained the age of 20 and who
have completed six months of full-time service. The
plan provides for the Corporation to match employee
contributions to a maximum of 5% of annual
compensation. The Corporation also has the option to
make additional discretionary contributions to the plan
based upon the Corporation’s performance and subject
to approval by the Board of Directors. The
Corporation’s total expense for this plan was $ 84,699,
$ 94,923, and $ 105,078, for the years ended
December 31, 2002, 2001, and 2000, respectively.

The Corporation adopted three supplemental
retirement benefit plans for directors and executive
officers. These plans are funded with single premium
life insurance on the plan participants. The cash value
of the life insurance policies is an unrestricted asset of
the Corporation. The estimated present value of future
benefits to be paid totaled $ 209,066 and $ 178,512 at
December 31, 2002 and 2001, respectively, which is
included in other liabilities. Total annual expense for
these plans amounted to § 81,516, $ 55,656, and
$54,406, for 2002, 2001, and 2000, respectively.

Note 9. Deposits

Included in savings deposits are NOW and Super
NOW account balances totaling $ 7,449,001 and
$7,647,991 at December 31, 2002 and 2001,
respectively. Also included in savings deposits at
December 31, 2002 and 2001 are Money Market
account balances totaling $ 7,789,010 and
$11,179,592, respectively.
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Time certificates of $ 100,000 and over as of December
31 were as follows:

2002 2001
(000 omirted)
Three months or 1e5s....coeovvveeverveirinirerin $ 960 $ 1,304
Three months to six months..... 1,385 855
Six months to twelve months......ococcooevernnnn, 1,954 1,533
Over twelve months.............. 9,096 9,004
Total .o $13,395 $ 12,696

Interest expense on time deposits of $ 100,000 and over
aggregated $ 658,000, $ 726,000, and $ 699,000 for
2002, 2001, and 2000, respectively.

At December 31, 2002 the scheduled maturities of
certificates of deposit are as follows (000 omitted):

$ 19,877
15,209
14,242

6,678
9,929

The Corporation accepts deposits of the officers,
directors and employees of the corporation and its
subsidiary on the same terms, including interest rates, as
those prevailing at the time for comparable transactions
with unrelated persons. The aggregate dollar amount of
deposits of officers, directors and employees totaled
$2,223,487 and $ 2,367,738 at December 31, 2002
and 2001, respectively.

The aggregate amount of demand deposit overdrafts
reclassified as loan balances were $ 14,046 and $24,846
at December 31, 2002 and 2001, respectively.

Dertvative Instruments

Included in time deposits are Index Powered
Certificates of Deposit (IPCD’s”) totaling $ 1,296,562
and $ 1,055,108 at December 31, 2002 and 2001,
respectively. The IPCD product is offered through a
program with the Federal Home Loan Bank (FHLB).
The ultimate pay off at maturity, which is in five years,
is the initial deposited principal plus the appreciation in
the S&P 500 Index (“S&P Call Option”). The S&P
Call Option is considered an embedded derivative
designated as a non-hedging item. The change in fair
value of the S&P Call Option resulted in gains of
$219,023 and $ 16,347 for 2002 and 2001,
respectively, which are included in other income.

In order to hedge its risk associated with the IPCD
Product, the Corporation has entered into a derivative
contract with the FHLB whereby the Corporation pays
FHLB a fixed rate interest charge (ranging from 4.2%
to 4.97%) in return for a guarantee that the FHLB will
pay the Corporation the cash equivalent of the growth
in the S&P 500 Index due at the IPCD maturity date.
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The change in fair value of the FHLB Derivative
Contract resulted in losses of $ 176,702 and $ 7,615
for 2002 and 2001, respectively, which is included in
other income.

Note 10. Financial Instruments With Off-Balance-
Sheet Risk

The Corporation is a party to financial instruments
with off-balance-sheet risk in the normal course of
business to meet the financial needs of its customers
and to reduce its own exposure to fluctuations in
interest rates. These financial instruments include
commitments to extend credit and standby letters of
credit. Those instruments involve, to varying degrees,
elements of credit and interest rate risk in excess of the
amount recognized in the balance sheets. The contract
amounts of those instruments reflect the extent of
involvement the Corporation has in particular classes of
financial instruments.

The Corporation’s exposure to credit loss in the event of
nonperformance by the other party to the financial
instrument for commitments to extend credit and
standby letters of credit is represented by the

contractual amount of those instruments. The
Corporation uses the same credit policies in making
commitments and conditional obligations as it does for
on-balance-sheet instruments.

Contract or
Notional Amount
(000 omitted)
2002 2001
Financial instruments whose contract amounts
represent credit risk at December 31:

Commitments to extend credit ..........cocvrne. $ 12,513 $ 12,494
Commercial and standby letters of credit ... 2,230 1,644
$ 14,743 $ 14,138

Commitments to extend credit are agreements to lend
to a customer as long as there is no violation of any
condition established in the contract. Commitments
generally have fixed expiration dates or other
termination clauses and may require payment of a fee.
Since many of the commitments are expected to expire
without being drawn upon, the total commitment
amounts do not necessarily represent future cash
requirements. The Corporation evaluates each
customer’s creditworthiness on a case-by-case basis. The
amount of collateral obtained, if deemed necessary by
the Corporation upon extension of credit, is based on
management’s credit evaluation of the customer.
Collateral held varies but may include accounts
receivable, inventory, real estate, equipment, and
income-producing commercial properties.

Standby letters of credit are conditional commitments
issued by the corporation to guarantee the performance
of a customer to a third party. Those guarantees are




Notes to Consolidated Financial Statememnts

primarily issued to support public and private
borrowing arrangements. The credit risk involved in
issuing letters of credit is essentially the same as that
involved in extending loans to customers. The
Corporation holds collateral supporting those
commitments when deemed necessary by management.

Note 11. Concentration of Credit Risk

The Corporation grants agribusiness, commercial and
residential loans to customers located in South Central
Pennsylvania and Northwestern Maryland. Although
the Corporation has a diversified loan portfolio, a
portion of its customers’ ability to honor their contracts
is dependent upon the construction and land
development and agribusiness economic sectors as

disclosed in Note 3.

The Corporation evaluates each customer’s
creditworthiness on a case-by-case basis. The amount
of collateral obtained, if deemed necessary upon the
extension of credit, is based on management’s credit
evaluation of the customer. Collateral held varies but
generally includes equipment and real estate.

The Corporation maintains deposit balances at
correspondent banks, which provide check collection
and item processing services to the Corporation. The
balances with these correspondent banks, at times,
exceed federally insured limits, which management
considers to be a normal business risk.

Note 12. FNB Financial Corporation (Parent
Company Only) Financial Information

The following are the condensed balance sheets,
statements of income and statements of cash flows for
the parent company.
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BALANCE SHEETS
December 31
2002 2001
ASSETS
Cash o s $ 9,105 § 22,665
Interest-bearing deposits with banks 165,897 6,395
Marketable equity securities
available for sale ....ovovviviiieiiicee e 96,846 185,002
Investment in the First National Bank
of McConnellsburg 14,162,837 13,368,499
Other assets R 38,892 21,436
Total assets $14,473,577 $13,603,997
LIABILITIES AND STOCKHOLDERS’ EQUITY
Dividends payable $ 264,000 § 216,000
Other liabilides.... 32,754 0
$ 296,754 $ 216,000
Common stock, par value $ .315; 12,000,000
shares authorized; 800,000 shares issued
and outstanding ........ 252,000 252,000
Additional paid-in capital... 1,789,833 1,789,833
Retained earnings .. 11,746,170 11,124,857
Accumulated other comprehensive income....... 388,820 221,307
Total stockholders’ equity ...........c.cco..... $14,176,823 $13,387,997
Total liabilities and
stockholders’ equity ..o $14,473,577  $13,603,997
STATEMENTS OF INCOME
Years Ended December 31
2002 2001 2000
Cash dividends from wholly-owned
SUDSIAIATY ceooveieecer e $ 569,000 $ 542,000 $436,000
Interest on deposits with banks............. 388 303 330
Dividend income - Marketable
EQUILY SECUTILES ..ovorveviinreneeserrerincianes 4,641 5,369 5,938
Securities gains ............. 42,691 7,843 0
Miscellaneous income (loss).................. 11,397 ( 4,168) 0
Equity in undistributed income of
subsidiary ..o 621,158 503,389 540,277
1,249,275 1,054,736 982,545
Less: Holding company expenses......... 35,962 49,605 27,964
Net inCOmMeE ....cocovvvriererarinenns $1,213,313 $1,005,131 $954,581
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STATEMENTS OF CASH FLOWS
Years Ended December 31
2002 2001 2000
Cash flows from operating activities:
Net iRCOME .vvvvvvrerereceecrcsisierenns $1,213,313  $1,005,131 $954,581
Adjustments to reconcile net ’
income to cash provided by
operating activities:
quity in undistributed income
of subsidiary ......coceereiniinn. ( 621,158) { 503,389) ( 540,277)
(Gain) on sales of investments.... ( 42,691) ( 7,843) 0
(Increase) decrease in
OChEr aSSELS ....vvvveviverereeeevnnininns ( 14537 ( 12,857) ( 1,080)
Increase {decrease) in
other liabilities........ooveererens 32,754 ( 6,065) ( 10,238)
Net cash provided by
Operating aCtVILIES .ovvvcrenssiernssessnns 567,681 469,977 402,986
Cash flows from investing activities:
Ner (increase) decrease in interest
bearing deposits with banks.......... ( 159,502) ( 6,096) 6,618
Purchase of marketable equity
securities available for sale ............ ( 143,866) 0 0
Sales of marketable equity securities

available for sale .....ovvvrveviiinnnnn 266,127 38,720 0
Net cash provided (used) by

INVeSTNG ACHIVLIES - vvvvvrereeerieerres ( 37,241) 32,624 6,618
Cash flows from financing activities:

Cash dividends paid ........ccoonneveeee. ( 544,000) ( 480,000) ( 436,000)
Net increase (decrease) in cash.......... { 13,560) 22,601 { 26,396)
Cash, beginning balance......c..c......... 22,665 64 26,460
Cash, ending balance...........cooecvc $ 9105 $ 22,665 $ 64

Note 13. Regulatory Matters

Dividends paid by FNB Financial Corporation are
generally provided from the dividends it receives from
its Subsidiary Bank. The Bank, as a National Bank, is
subject to the dividend restrictions set forth by the
Oftice of the Comptroller of the Currency (OCC).
Under such restrictions, the Corporation may not,
without prior approval of the OCC, declare dividends
in excess of the sum of the current year’s earnings (as
defined) plus the retained earnings (as defined) from the
prior two years. The dividends that the Bank could
declare without the approval of the OCC amounted to
approximately $ 3,690,009 and $ 3,056,386 at
December 31, 2002 and 2001, respectively.

FNB Financial Corporation’s balance of retained
earnings at December 31, 2002 is $ 11,746,170 and
would be available for cash dividends, although
payment of dividends to such extent would not be
prudent or likely. The Federal Reserve Board, which
regulates bank holding companies, establishes guidelines
which indicate that cash dividends should be covered by
current period earnings.

The Corporation is also subject to various regulatory
capital requirements administered by federal banking
agencies. Failure to meet minimum capiral
requirements can initiate certain mandatory, and
possibly additional discretionary actions by regulators
that, if undertaken, could have a direct material effect
on the Corporation’s financial statements. Under
capital adequacy guidelines, the Corporation is required
to maintain minimum capital ratios. The “leverage
ratio” compares capital to adjusted total balance sheet
assets. “Tier I” and “Tier II” capital ratios compare
capital to risk-weighted assets and off-balance sheet
activity. A comparison of the Corporation’s capital ratios
to regulatory minimums at December 31 is as follows:

FNB Financial Corporation Regulatory Minimum

2002 2001 Requirements

Leverage ratio........ccc.n. 10.50% 9.88% 4%
Risk-based capital ratios:

Tier I {core capital)..... 15.63% 14.89% 4%

Combined Tier [ and

Tier II (core capital

Flus allowance for

oan losses).......ccoene. 16.69% 15.90% 8%

As of December 31, 2002 the most recent regulatory
exam from the Office of the Comptroller of the
Currency categorized the Corporation as well
capitalized under the regulatory frame work for prompt
corrective action. There are no conditions or events
since that notification that management believes have
changed the Corporation’s category.

Note 14. Compensating Balance Arrangements
Required deposit balances at the Federal Reserve were
$100,000 and $ 650,000 for 2002 and 2001,
respectively. Required deposit balance at Atlantic
Central Banker’s Bank was $ 425,000 at December 31,
2002 and 2001. These balances are maintained to
cover processing costs and service charges.
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Note 15. Fair Value of Financial Instruments
The estimated fair values of the Corporation’s financial
instruments were as follows at December 31:

2002

Carrying Amount  Fair Value
FINANCIAL ASSETS
Cash and due from banks....cc..coovrvreeen. $ 3,650,351 $ 3,650,351
Interest-bearing deposits in banks............ 968,266 990,976
Securities available for sale.......... 20,583,684 20,583,684
Securities to be held to maturity. 692,839 692,188
Other bank stock.......cc.coceune. 666,000 666,000
Loans receivable........... 100,526,867 100,695,330
Accrued interest receivable......... 658,856 658,856
FINANCIAL LIABILITIES
Time certificates .......oorrcreremrarsrmrcrerienanns 65,934,931 68,165,120
Other deposits ......... 44,757,428 44,757,428
Accrued interest payable...... . 403,813 403,813
Liability for borrowed funds........cccevivnece 7,232,659 8,004,310
FINANCIAL ASSETS 2001
Cash and due from banks........cooceeieenne. $ 5,400,929 $ 5,400,929
Federal funds sold................... . 6,000,000 6,000,000
Interest-bearing deposits in banks... 2,572,574 2,589,534
Securities available for sale........... 19,554,290 19,554,290
Securities to be held to maturity. 1,114,764 1,088,460
Other bank stock...........c...... 833,700 833,700
Loans receivable............... 90,167,678 92,256,899
Accrued interest receivable.......ccocrereennn. 619,464 619,464
FINANCIAL LIABILITIES
Time certificates .. 65,647,473 67,998,882
Other deposits ........... 46,314,907 46,314,907
Accrued interest payable ..... . 586,433 586,433
Liability for borrowed funds...........cccc.... 5,403,458 5,763,175

Note 16. Liability for Borrowed Funds

Included in liabilities for borrowed funds at December
31 are borrowings from The Federal Home Loan Bank
as follows:

Advance  Principal OQutstanding  Interest  Maturity
Type Amount 2002 2001 Rate Date
Convertible(1)  $2,250,000  $2,250,000 $2,250,000 6.23% 8/30/10
Convertible(1) 2,000,000 2,000,000 2,000,000 5.83 8/10/10
Convertible(1) 500,000 500,000 500,000 5.98 7/21/10
Convertible(1) 500,000 500,000 500,000 6.54 7/12/10
Credit Line 17,750,000 1,835,000 0 131 12/31/03
CIP/Term(2) 175,000 147,659 153,458  6.64 711417
$7,232,659  $5,403,458

(1) Interest rates on Convertible Loans are fixed until the market rate reaches a
pre-derermined Comparative Rate/Index or Strike Rate/Index, at which time
the interest rate becomes adjustable quarterly based upon the three month
LIBOR rate. At the time any loan rate becomes adjustable, the Corporation
has the option to repay the :fvebt entirely without penalty or convert to a
repayment schedule.

(2) The Corporation received Community Investment Program funding from the
Federal ﬁome Loan Bank of Pittsburgh for § 175,000 at a fixed rate of
6.64% and an amortization term of 20 years. Required payments on this
loan are as follows:

2003 .. rer et st sb s va e $ 6214
2004. 6,639
2005.. 7,094
2006.... 7,737
2007 ........ 8,098
Thereafter e vt s 111,877

$147,659
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The total maximum borrowing capacity from Federal
Home Loan Bank at December 31, 2002 was
$54,470,000. Collaceral for borrowings at the Federal
Home Loan Bank consists of various securities and the
Corporation’s 1-4 family mortgages with a total value of
approximately $ 60,414,000.

Note 17. Operating Lease

The Corporation leases its Hancock, Maryland office.
The original lease term is ten years with three separate
successive options to extend the lease for a term of five
years each. Monthly rent is $ 1,800 and the lessee pays
a proportionate share of other operating expenses. For
the years ended December 31, 2002, 2001, and 2000,
rent expense under this operating lease was $ 21,600 for
each year. Required lease payments for the remaining
four years are as follows:

$ 21,600
21,600
21,600
16,200

$ 81,000

Note 18. Commitments

In the fourth quarter of 2002, the Corporation entered
into contracts with certain vendors for the replacement
of its data processing and information technology
system. Total cost of the project is estimated at
$495,000. Open commitments on contractual
obligations approximated $ 328,000 at December 31,
2002. Implementation of the new system is expected to
be completed in the first quarter of 2003.




Selected Five-Year Fimancial Data

Results of Operations (000 omitted)
INterest INCOME .vvivvireiirie e
Interest eXpense ....oocvveveevveecenieneiiesien e
Provision f%r loan 10SSes ...oovvurvivereereireeeerenne

Net interest income after
provision for loan losses............cccovrnirieccnee
Other operating Income ........ccoovevrueierinnneen.
Other operating eXpenses............covuruvcrurnn.
Income before income taxes.........cocevrivierunnne
Applicable income tax........coooovrviervccinccinin.
Net Income .......cocovvvnirenreicccicecene,

Common Share Data

CFINANGIAL,
GORPORATION

2002 2001 2000 1999 1998
$8,352 $8,767 $8,755 $7,802 $7,721
3,723 4,676 4,697 4,119 4,112
142 144 231 190 475
4,487 3,947 3,827 3,493 3,134
693 739 624 621 530
3,494 3,425 3,267 3,030 2,772
1,686 1,261 1,184 1,084 892
473 256 229 181 110
$1,213 $1,005 $ 955 $ 903 $ 782

Per share amounts are based on weighted average shares of common stock outstanding of 800,000 for 2002, 2001, 2000,
1999, and 1998 after giving retroactive recognition to a two-for-one stock split issued September 1, 2000.

Income before income taxes.........cooevrereeneeneen.
Applicable income taxes........c.cccovvrereerecunnnann.
Net INCOME ..ovevvierrerierieie s
Cash dividend declared........ccocvveviviiininnn.
Book value (actual number
of shares outstanding)......ccoceevvverirecreeriininn,
Dividend payout ratio.......ccceeevecvrecieirieinnnn.

Year-End Balance Sheet Figures
(000 omitred)

Total assers....cvovernercrirrerii e
Net 10ans ....oeeriiriiniiiciincrescenen
Total investment securities —

Amortized Cost..c.vereveercvviiiiiriniereerienee
Deposits-noninterest bearing ..........cccceeevencs
Deposits-interest bearing ........coccccecerinnnnns
Total deposits........coeivmevimmimiirieenreeniereeies
Total stockholders’ equity ......covevervrvercrinnnee

Ratios

Average equity/average assets ...........oeerreunens
Return on average equity .......cocovvceviiiicrennnns
Return on average assets .........cococveeevnnrvecnenns

17.72
48.79%

$133,365
100,527

20,687
13,931
96,761
110,692
14,177

10.30%
9.01%
0.93%

$ 158
32

1.26

.63

16.73
50.14%

$132,161
90,168

20,334
13,344
98,618
111,962
13,388

10.05%
7.74%
78%

$ 1.48
29

1.19

57

15.69
47.76%

$123,626
83,112

28,154
11,798
91,834
103,632
12,548

10.15%
7.67%
.78%

$  1.36
22

1.13

.50

14.00
44.28%

$117,929
76,137

31,900
10,959
88,371
99,330
11,201

10.49%
7.53%
.79%

$ 112
14
98
405

14.90
41.43%

$113,565
61,901

35,348
10,819
89,685
100,504
11,917

10.53%
6.85%
.72%
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Summary of Quarterly Financial Data

The unaudited quarterly results of operations for the years ended December 31, 2002 and 2001 are as follows:

2002 2001
Quarter Ended Quarter Ended
Mar. 31 June 30 Sept. 30 Dec. 31 Mar. 31 June 30 Sept. 30 Dec. 31
(000 omitted except per share)

INTELEST INCOME rerirerereeeireerrereereerereereenene $2,036  $2,073 $2,082 $2,161 $2,245 $2,222 $2,188 $2,112
Interest eXpense ........coeevvvervrecenccrrerennnes 982 931 931 879 1,236 1,217 1,160 1,063
Net interest inCOMmME ..oovvveeververeennnne 1,054 1,142 1,151 1,282 1,009 1,005 1,028 1,049
Provision for loan losses.....ocvcrvvrirnnnnnn. 30 36 37 39 36 36 36 36
Net interest income after provision
for loan losses ...... e ——— 1,024 1,106 1,114 1,243 973 969 992 1,013
Other INCOME ...oivvviiiriierrieer e 181 162 163 142 143 170 169 239
Security gains (losses) ...oooovvvriiiicinnnnnn 8 0 19 18 6 4 4 4
Other eXpenses .......cc.vvvveevirercreencrverrenenns 853 832 890 919 844 863 833 885
Operating income
before income tAXEs .....coevvevrveeneann, 360 436 406 484 278 280 332 371
Applicable income taxes ......ccocovrerennnes 80 72 156 165 41 50 64 101
Net INCOME ..ovovveereeeeeeeeeeeeeeee e $ 280 $ 364 $ 250 $ 319 $ 237 $ 230 $ 268 $ 270

Net income applicable to common stock

Per share data:
Net INCOME .veveeeereerereereeeereeeeeeerenans $ 35 ¢ 46 $ 31 $ 40 $ 30 $ 30 $ 33 $ .26
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Distribution of Assets, Liabilities and Stockholders’ Equity,

Interest Rates and Interest Differencial

Years Ended December 31
2002 2001 2000
(000 omitted) Average Average Average
Balance Interest Rate  Balamce Interest Rate  Balance Interest Rate
ASSETS
Interest bearing
deposits with banks
and federal
funds sold .............. $ 5,870 $123 2.18%$ 8,614 $305 354% $ 1200 §$§ 72 6.00%
Investment securities 19,048 936 491% 24,037 1,322 5.50% 30,571 1,780 5.82%
Loans .ocoevivvceriinnnn, 96,209 7,293 7.58% 86,059 7,141 8.30% 80,900 6,903 8.53%
Total interest
earning assets.... $121,127 8,352 6.89% $118,710  $8,768 7.39% $112,671  $8,755 7.77%
Cash and due from
banks ....covvviviieennne. 3,743 3,342 3,746
Bank premises and
equipment............. 2,827 3,017 3,072
Other assets.............. 2,854 4,158 3,200
Total assets ......... $130,551 $129,227 $122,689
LIABILITIES AND STOCKHOLDERS’ EQUITY
Interest bearing
transaction
ACCOUNTS .vverveeerereanes $ 6876 $ 49 070% % 8118 § 94 1.16% $ 8,148 $ 109 1.34%
Money market deposit
ACCOUNTS cevrnnrereennnns 8,303 150 1.81% 11,830 366 3.09% 8,460 332 3.92%
Other savings deposits 15,299 190 1.24% 10,995 215 1.96% 11,095 256 2.31%
All time deposits ...... 65,920 2,999 454% 65,214 3,669 5.63% 61,863 3,544 5.73%
Liability for borrowed
funds....cooeveieinnns 5,433 335 6.17% 5,410 333 6.16% 7,468 456 6.11%
Total interest
bearing
liabilities ........... $101,831 3,723 2.67% $101,567 4,677 4.60% $ 97,034 $4,697 4.84%
Demand deposits ..... 14,172 13,399 12,047
Other liabilities ........ 1,097 1,274 1,149
Total liabilities ....... 117,180 116,240 119,230
Stockholders’ equity . 13,451 12,987 12,459
Total liabilities
and stockholders’
SQUILY .ovvriiines $130,551 $129,227 $122,689
Net interest income/
net interest
MAIgin ..o $4,629 3.82% $4,091 3.45% $4,058 3.59%

Note: Average loan balances presented include loans placed on non-accrual status.
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Chmgw in Net Interest Income

2002 Compared to 2001 2001 Compared to 2000
Total Total
Average Average Increase Average Average  Imcrease
(000 omitted) Volume Rate {Decrease)  Volume Rate (Decrease)
Interest Income
Interest bearing deposits
with banks and
federal funds sold.........coevvvvevvininnnnn. $ 977 ($ 83 ($ 182) $ 445 ($ 212) $ 233
Investment SeCUTTtIEs .......coeeereererernennen. ( 274) ( 112 (386) { 380) ( 78) ( 458)
LOANS oivviiierecriei e 842 ( 690) 152 440 ( 202) 238
Total interest iNCOME ..ccvevrvrrenne... $ 471 ($ 887) ($ 416) $ 505 ($ 492) $ 13
Interest Expense
Interest bearing
TLANSACLION ACCOUILS .nvnvveerereereerenreneess ($ 14) ($ 31 ($ 45) $0 $ 15 ($ 15)
Money market
deposit 2cCOUNTS...ceveeeeerrecrieenceee ( 109) ( 107) ( 2106) 132 { 98) 34
Other savings ........occvevevreeriiecernirerenecs 84 {( 109) { 25 ( 2 ( 39 ( 41
All time deposits ....c..ceverirerrenierencerennne 40 ( 710) ( 670) 192 ( 67) 125
Liability for borrowed funds .........co....... 2 0 2 ( 126) 3 ( 123)
Total interest expense ........c.cc.c.... $ 3 ($ 957) ($ 954) $ 196 ($ 216) ¢ 20
Net interest inCOMmE ...ooerverevrerennn. $ 538 $ 33
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Maturities of Investment Securities

December 31, 2002
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The following table shows the maturities of investment securities at amortized cost as of December 31, 2002, and weighted
average yields of such securities. Yields are shown on a taxable equivalent basis, assuming a 34% federal income tax rate.

Within 1-5 5-1¢ Over
(000 omitted) 1 Year Years Years 10 Years Total
Obligations of other U.S.
Government agencies:
AMOLTIZEA COSEoevrrrrrrirrrerereeeeeeeerersoesisssesrerens $3,750 $ 1,649 $ 199 $ 265 $ 5,863
YEEId ettt 5.93% 5.88% 6.55% 7.50% 6.01%
Obligations of state and
political subdivisions:
AmMOrtized COStariiuinriniiiireeeeevrteeeeeieervinene 645 5.729 1,472 469 8,315
YiEld oot 4.32% 3.82% 4.09% 4.82% 3.97%
Mortgage-Backed securities
and SBA Guaranteed Loan
Pool Certificates (1):
AMOTtzed COStarineeneeeirivieereeeieere i erreeieas 4 64 926 5,415 6,409
YIEId o 9.58% 5.41% 5.48% 4.40% 4.57%
Subtotal amortized COSt .oovvevivivinereiienan, $ 4,399 % 7,442 $ 2,597 $ 6,149 $ 20,587
Subtotal yield.....ccceviicriiicn 5.70% 4.29% 4.77% 4.57% 4.74%
Equity Securities .......oovuruerevmiiiniieeineiec e $ 100
YIELA oottt s 1.70%
Total investment SECUTTEIES .evvvveerveevereererierenns $ 20,687
YIEI oottt st 4.72%

(1) It is anticipated that these mortgage-backed securities and SBA Guaranteed Loan Pool Certificates will be repaid prior to

their contractual maturity dates.

25




Management’s Discussion and Analysis of Financial Condition
and Results of Operations

The following section presents a discussion and analysis
of the financial condition and results of operations of
FNB Financial Corporation (the Corporation) and its
wholly-owned subsidiary, The First National Bank of
McConnellsburg (the Bank). This discussion should be
read in conjunction with the financial tables/statistics,
financial statements and notes to financial statements
appearing elsewhere in this annual report.

RESULTS OF OPERATIONS
Overview

Consolidated net income for 2002 was $ 1,213,313, a
$208,182, or 20.7% increase from the net income for
2001 of $ 1,005,131, and an increase in 2001 net
income of § 50,550, or 5.3% from the net income of
$954,581 for 2000. On a per share basis, net income
for 2002 was $ 1.52, based upon average shares
outstanding of 800,000, compared to $1.26 for 2001
and $1.19 for 2000.

Net Interest Income

Total interest income decreased $ 416,000 from 2001
to 2002 and increased $ 13,000 from 2000 to 2001.
Decreases in 2002 were due to reduction in rates while

increases in 2001 were primarily due to volume increase

in average earning assets. Average loans outstanding in
2002 increased 11.8% over 2001 as the bank continues
to penetrate the Washington County, Maryland market.
Average rates continued to decline throughout 2002
which caused a $ 690,000 decrease in earnings from
loans compared to 2001. However, the aforementioned
increase in volume of loans during 2002 compensated
for the drop in rates and caused overall interest earnings
from loans to increase $ 152,000 or 2.1% over 2001.
Earnings on investments (excluding gains from sales)
decreased 29.2% in 2002 compared to a 25.7%
decrease in 2001. This decrease was a combination of a
decrease in volume with available funds being directed
into loans as investments rolled off and a decrease in
average yields. Total average earning assets increased
2.0% in 2002 compared to 5.4% in 2001. Increases in
earning assets during 2002 and 2001 were
proportionately higher in loans, which typically produce
higher yields than investments thus producing the
higher earnings during 2002 and 2001.

Interest from loans accounted for 87.3% of total
interest income for 2002, as compared to 81.4% and
78.8% for 2001 and 2000, respectively.

Total interest expense was $ 3,723,000 for 2002, a
decrease of $ 954,000 over the $ 4,677,000 for 2001.
The increase in total average deposits was .9% in 2002
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compared to 7.8% in 2001. Overall growth was flat
during 2002 with interest bearing demand deposits
decreasing 23.9% and time deposits and savings
increasing 1.1% and 39.1%, respectively. Although
overall growth was flat during 2002, rates decreased 193
basis points which caused a decrease in interest expense
on deposits of 22%. There were no significant changes
in the level of borrowed funds resulting in interest
expense on borrowed funds remaining consistent with
2001. The changes in volume of earning assets along
with the decreased level of rates paid for deposits caused
the overall net interest margin to increase from 3.45%
in 2001 to 3.82% in 2002.

Allowance for Loan Losses and Related Provisions

The loan loss provision is an estimated expense charged
to earnings in anticipation of losses attributable to
uncollectible loans. The provision is based on our
analysis of the adequacy of the allowance for loan losses.
The provision for 2002 was $ 142,000, compared to
$144,000 for 2001, and $ 231,319 for 2000.

The changes in the allowance for loan losses are
presented in Note 4 of the financial statements. Net
change-offs in 2002 were $ 96,000 compared to
$73,000 in 2001 and $ 166,000 in 2000, representing
1%, .08% and .2% of average loans outstanding for
2002, 2001 and 2000, respectively.

Impaired loans in 2002, 2001, and 2000 represent one
credit relationship, details of which are presented in
Note 4 to the financial statements. This loan is
performing and is well collateralized.

Management utilizes 2 comprehensive systematic review
of our loan portfolio on a quarterly basis in order to
determine the adequacy of the Allowance for Loan
Losses. Each quarter the loan portfolio is categorized
into various Pools as follows:

POOL #1  Specific allowances for any individually
identified trouble loans

POCL #2 Commercial and Industrial

POOL #3 Commercial and Industrial - Real Estate
Secured

POOL #4 Consumer Demand and Installment

POOL #5 Guaranteed Loans and Farmers and

» Commercial .
POOL #6  Consumer Mortgage and Home Equity
POOL #7  Real Estate Secured - Farmland

Lines of credit and non-secured commercial loans with
balances of $ 100,000 and over are individually
reviewed. Also, loans that are 90 days or more past due
or have been previously classified as substandard are
individually reviewed. Allocations to the Allowance for
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Loan Losses are based upon classifications assigned to
those loans.

Loan classifications utilized are consistent with OCC
regulatory guidelines and are as follows:

Allowance Factors

Loss Charge-off
Doubtful 20% - 50%
Substandard 10% - 20%
Special Mention 5% - 10%
Watch 1% - 5%

The remaining portion of the Pools are evaluated as
groups with allocations made to the allowance based on
historical loss experience, current and anticipated trends
in delinquencies, and general economic conditions
within the bank’s trading area.

In addition to the aforementioned internal loan review,
the Bank engages an outside firm to annually conduct
an independent loan review in order to validate the
methodologies used internally and to independently test
the adequacy of the Allowance for Loan Losses.

Delinquencies are well below peer group averages and
management is not aware of any problem loans other
than those disclosed herein that are indicative of trends,
events, or uncertainties that would significantly impact
operations, liquidity or capital.

Other Operating Income and Other Operating
Expenses

Other income represents service charges on deposit
accounts, commissions and fees received for the sale of
travelers’ checks, money orders and savings bonds, fees
for trust referrals, fees for investment services, securities
gains, and losses, increases in cash surrender value of life
insurance, and other income, such as safe deposit box
rents. Other income decreased $ 45,000 or 6.1% for
2002 over 2001, and increased $ 115,000 or 18.4% for
2001 over 2000. The changes relate primarily to service
charges and other fees related to deposits which
fluctuated with the related changes in volumes of
deposits discussed earlier.

The noninterest expenses are classified into five main
categories: salaries; employee benefits; occupancy
expenses, which include depreciation, maintenance,
utilities, taxes and insurance; equipment expenses,
which include depreciation, rents and maintenance; and
other operating expenses, which include all other
expenses incurred in operating the Corporation.

Opverall personnel related expenses increased slightly in
2002 over 2001. Salaries and wages decreased as the
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result of changes in personnel during 2002. However,
the cost of benefits increased resulting in an overall

increase of .6% for 2002. Increases from 2000 to 2001
were primarily the result of compensation rate increases.

Occupancy, furniture and equipment expenses were
relatively consistent from 2000 through 2002.
However, management has evaluated and revised its
technology plan and will be converting the core
processing applications to a new system in 2003, which
management expects will increase equipment costs in

2003.

Other expenses increased 8.3% in 2002 compared to
2001 and 3.9% in 2001 compared to 2000. Increases
were primarily in processing costs, professional
development, professional fees and directors benefits.

Income Taxes

Applicable income taxes changed between 2000, 2001
and 2002 as a result of changes in pre-tax accounting
income and taxable income. Details of income tax
expense are presented in Note 7 to the financial
statements. As described in Note 1 of the Notes to
Consolidated Financial Statements, deferred income
taxes have been provided for timing differences in the

‘recognition of certain expenses between financial

reporting and tax purposes. Deferred income taxes have
been provided at prevailing tax rates for such items as
depreciation, provision for loan losses, deferred
compensation, and unrealized gains and losses on
investment securities available for sale as accounted for
under SFAS 115. The marginal tax rate at which
deferred taxes were provided during 2002 and 2001 is
34%. At December 31, 2002 and 2001, deferred taxes
amounted to $ 51,703 and $ 160,529, respectively. If
all timing differences reversed in 2003, the actual
income taxes saved by the recognition of the
aforementioned expenses would not be significantly
different from the deferred income taxes recognized for
financial reporting purposes.

The current level of nontaxable investment and loan
income is such that the Corporation is not affected by
the alternative minimum tax rules.

CRITICAL ACCOUNTING POLICIES

Bank policy related to the allowance for loan losses is.
considered to be a critical accounting policy because the
allowance for loan losses represents a particularly
sensitive accounting estimate. The amount of the
allowance is based on management’s evaluation of the
collectibility of the loan portfolio, including the nature
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of the loan portfolio, credit concentrations, trends in
historical loss experience, specific impaired loans, and
economic conditions.

The allowance for loan losses is established through a
provision for loan losses charged to expense. Loans are
charged against the allowance for loan losses when
management believes the collectibility of the principal is
unlikely. The allowance is an amount management
believes will be adequate to absorb possible losses on
existing loans that may become uncollectible, based on
evaluations of the collectibility of loans and prior loan
loss experience. The evaluations take into consideration
such factors as changes in the nature and volume of the
loan portfolio, overall portfolio quality, review of
specific problem loans, and current economic
conditions that may affect the borrowers™ ability to pay.

FUTURE IMPACT OF RECENTLY ISSUED
ACCOUNTING STANDARDS

Financial Accounting Standards Board (FASB) Standard
142, which was effective for years beginning after
December 15, 2001, addressed the financial accounting
and reporting for acquired goodwill and other
intangible assets. It does not address intangibles
acquired as part of business combinations which is
addressed by FASB 141. This statement also addresses
how goodwill and intangibles are accounted for after
they have been initially recognized. Management has
evaluated the impact of this statement on the
consolidated financial statements and has determined it
is not material.

Financial Accounting Standards Board (FASB) Standard
148, Accounting for Stock-Based Compensation-Transition
and Disclosure, an amendment of FASB 123. This
statement amends FASB Statement No. 123, Accounting
Jfor Stock-Based Compensation, to provide alternative
methods of transition for an entity that voluntarily
changes to the fair value based method of accounting
for stock-based employee compensation. It also amends
the disclosure provisions of Statement 123 to require
prominent disclosure about the effects on reported net
income of an entity’s accounting policy decisions with
respect to stock-based employee compensation. Finally,
this Statement amends APB Opinion No. 28, Interim
Financial Reporting, to require disclosure about those
effects in interim financial information. The

Corporation does not have any stock option plan,
therefore, SFAS No. 148 will have no affect.
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LIQUIDITY AND RATE SENSITIVITY

Our optimal objective is to maintain adequate liquidity
while minimizing interest rate risk. Adequate liquidity
provides resources for credit needs of borrowers, for
depositor withdrawals, and for funding corporate
operations. Sources of liquidity are maturing/called
investment securities; maturing overnight investments
in federal funds sold; maturing investments in time
deposits at other banks; readily accessible interest-
bearing deposits at other banks; payments on loans,
mortgage-backed securities and SBA Guaranteed Loan
Pool Certificates; a growing core deposit base; and .

borrowings from the FHLB.

In order to assure a constant and stable source of funds,
we are a member of the Federal Home Loan Bank of
Pittsburgh. This membership assures us the availability
of both short term and long term fixed rate funds. As
of December 31, 2002, we had borrowings of
$7,232,659 from this institution and had readily
available to us over § 54,470,000 in additional
borrowing capacity. As of December 31, 2001, we had
borrowings of $ 5,403,458 from this institution and
had readily available to us over $ 39,400,000 in
additional borrowing capacity.

The objective of managing interest rate sensitivity is to
maintain or increase net interest income by structuring
interest-sensitive assets and liabilities in such a way that
they can be repriced in response to changes in market
interest rates. Based upon contractual maturities of
securities and the capability of NOW, Money Market,
and Savings accounts, we have maintained a negative
rate sensitivity position, in that, rate sensitive liabilities
exceed rate sensitive assets. Therefore, in a period of
declining interest rates our net interest income is
generally enhanced versus a period of rising interest
rates where our net interest margin may be decreased.
In a period of declining interest rates, more securities
with call features will most likely be called and will be
reinvested into lower yielding investments resulting in
the loss of higher interest earnings assets. However,
during 2002, the run-off of investments was redirected
into loans which produce higher yields than
investments even in a declining interest rate
environment. This shift in earning assets as evidenced
by the change in the loan to deposit ratios of 79.6%,
78.5% and 87.0% for 2000, 2001 and 2002,
respectively, aided in improving the net interest
margins.
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Presently, interest rates are anticipated to remain
depressed further resulting in a decreasing cost of
deposits while a portion of our adjustable rate loans and
securities continue repricing to lower interest rates.
This decreasing interest rate environment and the
possibility of lower interest rates in the future have
resulted in increased liquidity in investment debt
securities as call features of U. S. Government Agencies
and State and Municipal subdivisions in the U. S. are
anticipated to be exercised by the issuer. The
anticipated result of this current position will be a
decrease in the yield on earning assets. We have also
undertaken the position of decreasing the cost of our
interest-bearing liabilities, specifically Time Certificates
of Deposit. Following these actions, we expect our net
interest spread and interest margin to decrease slightly
during the next few months. We continually review
interest rates on those deposits which can be changed
immediately, specifically NOW accounts, Money
Market Accounts, and Savings Accounts to determine if
interest rate changes are necessary to maintain our net
interest spread and net interest margin.

Our interest rate sensitivity analysis as of December 31,
2002, based upon our historical prepayment mortgage-
backed securities, contractual maturities, and the earliest
possible repricing opportunity for loans and deposits is
as follows:

December 31, 2002
After After
Within 3 but 1 but After
3 Within  Within 5
(000 omirted) Months 12 Months 5 Years Years Total
Rate Sensitive Assets:
Investment securities
(book value) ..., $ 680 $3819 § 7442 § 8746 $ 20,687
Interest-bearing balances
due from banks............. 292 481 195 0 968
Loans...evveeeisirerenns 8,682 6,223 12,78% 72,832 100,520
$ 9,654 $10,523 $20,420 $81,578 $122,175
Rate Sensitive Liabilities:
NOW accounts and
$avings ACCOURTS ..o $30,521 % 0§ 0 $ 0 § 30,521
Time deposits ......ccccorrvens 6,222 13,655 46,058 0 65935
Other time deposits........... 0 306 0 0 306
Other borrowed money ... 0 1,841 30 5,362 7,233
$36,743  $15,802 $46,088 § 5,362 $103,995
Interest sensitivity gap......(527,089) (§ 5,279) ($25,668) $76,216 § 18,180
Cumulative interest
SENSICIVILY ZAP vvvvrrsrvnnns (27,089) (32,368) (58,036) 18,180
RSA/RSL - cumulative..... ( 0.26) ( 038) { 0.41) 1.17
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We have risk management policies to monitor and limit
exposure to market risk. By monitoring reports which
assess our exposure to market risk, we strive to enhance
our net interest margin and take advantage of
opportunities available in interest rate movements.

MARKET RISK MANAGEMENT

The continual monitoring of liquidity and interest rate
risk is a function of ALCO reporting. Upon review and
analysis of these reports, we determine the appropriate
methods we should utilize to reprice our products, both
loans and deposits, and the types of securities we should
purchase in order to achieve desired net interest margin
and interest spreads. We continually strive to attract
lower cost deposits, and we competitively price our time
deposits and loan products in order to maintain
favorable interest spreads while minimizing interest rate

risk.

The following table sets forth the projected maturities
and average rate for all rate sensitive assets and
liabilities. The following assumptions were used in the
development of this table:

o All fixed and variable rate loans were based on the
original maturity of the note.

o All fixed and variable rate U. S. Agency and
Treasury securities and obligations of state and
political subdivisions in the U.S. were based upon
the contractual maturity date.

o All fixed and variable rate Mortgage-backed
securities and SBA GLPCs were based upon
original maturity as the Bank has not experienced a
significant prepayment of these securities.

o We have experienced very little run-off in our
history of operations and have experienced net
gains in deposits.

> We have large business and municipal deposits in
non-interest bearing checking and savings and
interest-bearing checking. These balances may
fluctuate significantly. Therefore, a 50% maximum
runoff of both non-interest-bearing checking and
savings and interest-bearing checking was used as
an assumption in this table.

° Fixed and variable rate time deposits were based
upon original contract maturity dares.
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Rate Sensitive Assets

Fair
{000 omitted) 2003 2004 2005 2006 2007 Thereafter Totdl  Value
Interest-Bearing
Deposits $ 773 $100 8 08 958 0% 0§ 968§ 991
Average Interest Rate  5.22% 5.01% 0.00% 2.59% 0.00% 0.00% 4.81%
Fixed Interest
Rate Loans § 1700 $4348 $1700 $2457 $1503 $28744 $40452 $40896
Average Interest Rate  7.51% 7.46% 7.25% 7.45% 7.22% 7.65% 7.51%
Variable Interest
Rate Loans $13205 $ 469 § 501 § 332 $1473 $44088 $60068 $60727
Average Interest Rate ~ 6.52% 6.21% 6.31% 6.19% 5.75% 6.19% 6.27%
Fixed Interest Rate U.S.
Agencyand Treasury  $ 3750 $ 572 § 968 8 109 § 08 464 $ 5863 § 6034
Average Interest Rare ~ 5.93% 5.59% 5.81% 8.20% 0.00% 6.40% 6.01%
Fixed Interest Rate
Mortgage-Backed &
SBAGLPCSecurities $§ 4 § 0§ 648 0% 08 742 § 810 § 817
Average [nterest Rate ~ 9.58% 0.00% 5.41% 0.00% 0.00% 6.76% 6.67%
Variable Interest Rate
Mortgage-Backed &
SBAGLPCSecuriies $ 0 § 0 § 0§ 0§ 0855599 §5599 § 5644
Average Interest Rate  0.00% 0.00% 0.00% 0.00% 0.00% 4.25% 4.25%
Fixed [nterest Rate
Obligations of State
and Political
Subdivisions in
the US. $ 645 $1606 $1181 $1671 81271 § 1941 § 8315 § 8684
Average Interest Rate  4.32% 320% 3.57% 4.10% 4.31% 4.26% 3.97%
Rate Sensitive Liabilities

Fair
{000 omitted) 2003 2004 2005 2006 2007 Thereafer Total  Value
Noninterest-Bearing
Checking $ 34813 871 $871 $871 $871 $ 0 $ 6965 $ 6965
Average Interest Rate ~ 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Savings and [nterest-
Bearing Checking $ 7632 § 1907 $1907 $1907 $1907 $ 0 $15260 $15260
Average Interest Rate  0.82% 0.82% 0.82% 0.82% 0.82% 0.00% 0.82%
Fixed Interest Rate
Time Deposits $16098 $13023 $9708 $4568 $7078 § 0 $50475 $52182
Average Interest Rate  3.56% 4.02% 4.25% 4.31% 4.21% 0.00% 4.12%
Variable Interest Rate
Time Deposits $ 3779 § 2186 $4534 82110 $2851 § O $15460 $15983
Average Interest Rate ~ 4.15% 4.12% 3.97% 3.75% 4.12% 0.00% 3.99%
Fixed Interest Rate
Borrowing $ 05 08 03 0% 0 3148 8 1488 148
Average Interest Rate  0.00% 0.00% 0.00% 0.00% 0.00% 6.64% 6.64%
Variable Interest Rate
Borrowing $1858 0§ 08 0% 0 85250 87085 § 7836
Average Interest Rate  131% 0.00% 0.00% 0.00% 0.00% 6.08% 4.84%
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CAPITAL

The primary method by which we increase total
stockholders’ equity is through the accumulation of
earnings. We maintain ratios that are well above the
minimum total capital levels required by federal
regulatory authorities including the risk-based capital
guidelines. Regulatory authorities have established
capital guidelines in the form of the “leverage ratio” and
“risk-based capital ratios.” Our leverage ratio is defined
as total stockholders’ equity less intangible assets to total
assets. The risk-based ratios compare capital to risk-
weighted assets and off-balance-sheet activity in order to
make capital levels more sensitive to risk profiles of
individual banks. A comparison of our capital ratios to
regulatory minimums at December 31 is as follows:

Regulatory
Minimum
2002 2001 200 Requirements
Leverage ratio 10.50% 9.88%  10.03% 4.00%
Risk-based capital ratio:
Tier I (core capital) 15.63%  14.89%  16.09% 4.00%
Combined Tier I and
Tier II (core capital plus
allowance for loan losses)  16.69%  15.90%  17.15% 8.00%

We have traditionally been well-capitalized with ratios
well above required levels and, we expect equity capital
to continue to exceed regulatory guidelines and industry
averages.

Certain ratios are useful in measuring the ability of a
company to generate capital internally. The following
chart indicates the growth in equity capital for the past
three years.

2002 2001 2000
Equity capital at December 31
(000 omitted)......ccoovrevirrnnnnn, $14,177 $13,388 $12,548
Equity capiral as a percent of
assets at December 31 .............. 10.63% 10.13% 10.15%
Return on average assets............. .93% 0.78% 0.78%
Return on average equity ........... 9.01% 7.74% 7.67%
Cash dividend payout ratio ........ 48.79% 50.14% 47.76%
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STOCK MARKET ANALYSIS AND DIVIDENDS
Our common stock is traded inactively in the over-the-
counter market, As of December 31, 2002, the

approximate number of shareholders of record was 460.

2002
Market
Price
Hi-Low
First Quarter ............ $23.50 - $20.00
Second Quarter-........ $22.00 - $20.00
Third Quarter .......... $22.50 - $22.00
Fourth Quarter......... $22.50 - $22.50

Cash
Dividend

$0.12
$0.14
$0.15
$0.33

2001
Market Cash
Price Dividend
Hi-Low

$24.75 - 82475  $0.11
$25.00 - $24.50  $0.12
$25.00- $23.00  $0.13
$25.00 - $23.00  $0.27
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